Treasury Regulations Under Code Section 861
Income from Sources Within the United States
Reg. § 1.861-1 (1983)
Income from Sources Within the United States
(a) Categories of Income.— Part I (section 861 and following), Subchapter N, Chapter 1 of the
Code, and the regulations thereunder determine the sources of income for purposes of the income
tax. These sections explicitly allocate certain important sources of income to the United States or to
areas outside the United States, as the case may be; and, with respect to the remaining income
(particularly that derived partly from sources within and partly from sources without the United
States), authorize the Secretary or his delegate to determine the income derived from sources within the United States, either by rules of separate allocation or by processes or formulas of general
apportionment. The statute provides for the following three categories of income:
(1) Within the United States. The gross income from sources within the United States,
consisting of the items of gross income specified in section 861(a) plus the items of gross income
allocated or apportioned to such sources in accordance with section 863(a). See §§ 1.861-2 to
1.861-7, inclusive, and § 1.863-1. The taxable income from sources within the United States, in the
case of such income, shall be determined by deducting therefrom, in accordance with sections
861(b) and 863(a), the expenses, losses, and other deductions properly apportioned or allocated
thereto and a ratable part of any other expenses, losses, or deductions which cannot definitely be
allocated to some item or class of gross income. See §§ 1.861-8 and 1.863-1.
(2) Without the United States. The gross income from sources without the United States,
consisting of the items of gross income specified in section 862(a) plus the items of gross income
allocated or apportioned to such sources in accordance with section 863(a). See §§ 1.862-1 and
1.863-1. The taxable income from sources without the United States, in the case of such income,
shall be determined by deducting therefrom, in accordance with sections 862(b) and 863(a), the
expenses, losses, and other deductions properly apportioned or allocated thereto and a ratable part
of any other expenses, losses, or deductions which cannot definitely be allocated to some item or
class of gross income. See §§ 1.862-1 and 1.863-1.
(3) Partly within and partly without the United States. The gross income derived from
sources partly within and partly without the United States, consisting of the items specified in
section 863(b) (1), (2), and (3). The taxable income allocated or apportioned to sources within the
United States, in the case of such income, shall be determined in accordance with section 863 (a) or
(b). See §§ 1.863-2 to 1.863-5, inclusive.
(4) Exceptions. An owner of certain aircraft or vessels first leased on or before December
28, 1980, may elect to treat income in respect of these aircraft or vessels as income from sources
within the United States for purposes of sections 861(a) and 862(a). See § 1.861-9. An owner of
certain aircraft, vessels, or spacecraft first leased after December 28, 1980, must treat income in
respect of these craft as income from sources within the United States for purposes of sections
861(a) and 862(a). See § 1.861-9A.
(b) Taxable Income from Sources Within the United States.— The taxable income from sources
within the United States shall consist of the taxable income described in paragraph (a)(1) of this
Reg. § 1.861-1(b)
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section plus the taxable income allocated or apportioned to such sources, as indicated in paragraph
(a)(3) of this section.
(c) Computation of Income.— If a taxpayer has gross income from sources within or without
the United States, together with gross income derived partly from sources within and partly from
sources without the United States, the amounts thereof, together with the expenses and investment
applicable thereto, shall be segregated; and the taxable income from sources within the United
States shall be separately computed therefrom.
[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as amended by T.D. 7928, 48 FR 55845, Dec. 16,
1983]
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Reg § 1.861-2 (1997)
Interest
(a) In General.— (1) Gross income consisting of interest from the United States or any agency
or instrumentality thereof (other than a possession of the United States or an agency or
instrumentality of a possession), a State or any political subdivision thereof, or the District of
Columbia, and interest from a resident of the United States on a bond, note, or other interestbearing obligation issued, assumed or incurred by such person shall be treated as income from
sources within the United States. Thus, for example, income from sources within the United States
includes interest received on any refund of income tax imposed by the United States, a State or any
political subdivision thereof, or the District of Columbia. Interest other than that described in this
paragraph is not to be treated as income from sources within the United States. See paragraph
(a)(7) of this section for special rules concerning substitute interest paid or accrued pursuant to a
securities lending transaction.
(2) The term “resident of the United States”, as used in this paragraph, includes (i) an
individual who at the time of payment of the interest is a resident of the United States, (ii) a
domestic corporation, (iii) a domestic partnership which at any time during its taxable year is
engaged in trade or business in the United States, or (iv) a foreign corporation or a foreign
partnership, which at any time during its taxable year is engaged in trade or business in the United
States.
(3) The method by which, or the place where, payment of the interest is made is
immaterial in determining whether interest is derived from sources within the United States.
(4) For purposes of this section, the term “interest” includes all amounts treated as interest
under section 483, and the regulations thereunder. It also includes original issue discount, as
defined in section 1232(b)(1), whether or not the underlying bond, debenture, note, certificate, or
other evidence of indebtedness is a capital asset in the hands of the taxpayer within the meaning of
section 1221.
(5) If interest is paid on an obligation of a resident of the United States by a nonresident of
the United States acting in the nonresident’s capacity as a guarantor of the obligation of the
resident, the interest will be treated as income from sources within the United States.
(6) In the case of interest received by a nonresident alien individual or foreign corporation
this paragraph (a) applies whether or not the interest is effectively connected for the taxable year
with the conduct of a trade or business in the United States by such individual or corporation.
(7) A substitute interest payment is a payment, made to the transferor of a security in a
securities lending transaction or a sale-repurchase transaction, of an amount equivalent to an
interest payment which the owner of the transferred security is entitled to receive during the term
of the transaction. A securities lending transaction is a transfer of one or more securities that is
described in section 1058(a) or a substantially similar transaction. A sale-repurchase transaction is
an agreement under which a person transfers a security in exchange for cash and simultaneously
agrees to receive substantially identical securities from the transferee in the future in exchange for
cash. A substitute interest payment shall be sourced in the same manner as the interest accruing on
the transferred security for purposes of this section and section 1.862-1. See also sections
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1.864-5(b)(2)(iii), 1.871-7(b)(2), 1.881-2(b)(2) and for the character of such payments and section
1.894-1(c) for the application tax treaties to these transactions.
(b) Interest Not Derived from U.S. Sources.— Notwithstanding paragraph (a) of this section,
interest shall be treated as income from sources without the United States to the extent provided by
subparagraphs (A) through (H), of section 861(a)(1) and by the following subparagraphs of this
paragraph.
(1) Interest on bank deposits and on similar amounts.
(i) Interest paid or credited before January 1, 1977, to a nonresident alien individual or
foreign corporation on—
(a) Deposits with persons, including citizens of the United States or alien
individuals and foreign or domestic partnerships or corporations, carrying on the banking
business in the United States,
(b) Deposits or withdrawable accounts with savings institutions chartered and
supervised as savings and loan or similar associations under Federal or State law, or
(c) Amounts held by an insurance company under an agreement to pay interest
thereon,
shall be treated as income from sources without the United States if such interest is not
effectively connected for the taxable year with the conduct of a trade or business in the United
States by such nonresident alien individual or foreign corporation. If such interest is effectively
connected for the taxable year with the conduct of a trade or business in the United States by
such nonresident alien individual or foreign corporation, it shall be treated as income from
sources within the United States under paragraph (a) of this section unless it is treated as
income from sources without the United States under another subparagraph of this paragraph.
For a special rule for determining whether such interest is effectively connected for the taxable
year with the conduct of a trade or business in the United States, see paragraph (c)(1)(ii) or §
1.864-4.
(ii) Paragraph (b)(1)(i)(b) of this section applies to interest on deposits or withdrawable accounts described therein only to the extent that the interest paid or credited by the
savings institution described therein is deductible under section 591 in determining the taxable
income of such institution; and, for this purpose, whether an amount is deductible under
section 591 shall be determined without regard to section 265, relating to deductions allocable
to tax-exempt income. Thus, for example, such subdivision does not apply to amounts paid by a
savings and loan or similar association on or with respect to its nonwithdrawable capital stock
or on or with respect to funds held in restricted accounts which represent a proprietary interest
in such association. Paragraph (b)(1)(i)(b) of this section also applies to so-called dividends paid
or credited on deposits or withdrawable accounts if such dividends are deductible under section
591 without reference to section 265.
(iii) For purposes of paragraph (b)(1)(i)(c) of this section, amounts held by an
insurance company under an agreement to pay interest thereon include policyholder dividends
left with the company to accumulate, prepaid insurance premiums, proceeds of policies left on
deposit with the company, and overcharges of premiums. Such subdivision does not apply to (a)
the so-called “interest element” in the case of annuity or installment payments under life
insurance or endowment contracts or (b) interest paid by an insurance company to its creditors
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on notes, bonds, or similar evidences of indebtedness, if the debtor-creditor relationship does
not arise by virtue of a contract of insurance with the insurance company.
(iv) For purposes of paragraph (b)(1)(i) of this section, interest received by a
partnership shall be treated as received by each partner of such partnership to the extent of his
distributive share of such item.
(2) Interest from a resident alien individual or domestic corporation deriving substantial
income from sources without the United States. Interest received from a resident alien individual or
a domestic corporation shall be treated as income from sources without the United States when it is
shown to the satisfaction of the district director (or, if applicable, the Director of International
Operations) that less than 20 percent of the gross income from all sources of such individual or
corporation has been derived from sources within the United States, as determined under the
provisions of sections 861 to 863, inclusive, and the regulations thereunder, for the 3-year period
ending with the close of the taxable year of such individual or corporation preceding its taxable year
in which such interest is paid or credited, or for such part of such period as may be applicable. If 20
percent or more of the gross income from all sources of such individual or corporation has been
derived from sources within the United States, as so determined, for such 3-year period (or part
thereof), the entire amount of the interest from such individual or corporation shall be treated as
income from sources within the United States.
(3) Interest from a foreign corporation not deriving major portion of its income from a U.S.
business. (i) Interest from a foreign corporation which, at any time during the taxable year, is
engaged in trade or business in the United States shall be treated as income from sources without
the United States when it is shown to the satisfaction of the district director (or, if applicable, the
Director of International Operations) that (a) less than 50 percent of the gross income from all
sources of such foreign corporation for the 3-year period ending with the close of its taxable year
preceding its taxable year in which such interest is paid or credited (or for such part of such period
as the corporation has been in existence) was effectively connected with the conduct by such
corporation of a trade or business in the United States, as determined under section 864(c) and §
1.864-3, or (b) such foreign corporation had gross income for such 3-year period (or part thereof)
but none was effectively connected with the conduct of a trade or business in the United States.
(ii) If 50 percent or more of the gross income from all sources of such foreign
corporation for such 3-year period (or part thereof) was effectively connected with the conduct
by such corporation of a trade or business in the United States, see section 861(a)(1)(D) and
paragraph (c)(1) of this section for determining the portion of interest from such corporation
which is treated as income from sources within the United States.
(iii) For purposes of this paragraph the gross income which is effectively connected
with the conduct of a trade or business in the United States includes the gross income which,
pursuant to section 882 (d) or (e) and the regulations thereunder, is treated as income which is
effectively connected with the conduct of a trade or business in the United States.
(iv) This paragraph does not apply to interest paid or credited after December 31, 1969,
by a branch in the United States of a foreign corporation if, at the time of payment or crediting,
such branch is engaged in the commercial banking business in the United States; furthermore,
such interest is treated under paragraph (a) of this section as income from sources within the
United States unless it is treated as income from sources without the United States under
paragraph (b) (1) or (4) of this section.
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(4) Bankers’ acceptances. Interest derived by a foreign central bank of issue from bankers’
acceptances shall be treated as income from sources without the United States. For this purpose, a
foreign central bank of issue is a bank which is by law or government sanction the principal
authority, other than the government itself, issuing instruments intended to circulate as currency.
Such a bank is generally the custodian of the banking reserves of the country under whose laws it is
organized.
(5) Foreign banking branch of a domestic corporation or partnership. Interest paid or
credited on deposits with a branch outside the United States (as defined in section 7701(a)(9)) of a
domestic corporation or of a domestic partnership shall be treated as income from sources without
the United States, if, at the time of payment or crediting, such branch is engaged in the commercial
banking business. For purposes of applying this paragraph, it is immaterial (i) whether the domestic
corporation or domestic partnership is carrying on a banking business in the United States, (ii)
whether the recipient of the interest is a citizen or resident of the United States, a foreign
corporation, or a foreign partnership, (iii) whether the interest is effectively connected with the
conduct of a trade or business in the United States by the recipient, or (iv) whether the deposits
with the branch located outside the United States are payable in the currency of a foreign country.
Notwithstanding the provisions of section 1.863-6, interest to which this paragraph applies shall be
treated as income from sources within the foreign country, possession of the United States, or other
territory in which the branch is located.
(6) Section 4912(c) debt obligations.
(i) In general. Under section 861(a)(1)(G), interest on a debt obligation shall not be
treated as income from sources within the United States if—
(a) The debt obligation was part of an issue of debt obligations with respect to
which an election has been made under section 4912(c) (relating to the treatment of such
debt obligations as debt obligations of a foreign obligor for purposes of the interest
equalization tax),
(b) The debt obligation had a maturity not exceeding 15 years (within the meaning
of paragraph (b)(6)(ii) of this section) on the date it is originally issued or on the date it is
treated under section 4912(c)(2) as issued by reason of being assumed by a certain
domestic corporation,
(c) The debt obligation, when originally issued, was purchased by one or more
underwriters (within the meaning of paragraph (b)(6)(iii) of this section) with a view to
distribution through resale (within the meaning of paragraph (b)(6)(iv) of this section),
and
(d) The interest on the debt obligation is attributable to periods after the effective
date of an election under section 4912(c) to treat such debt obligations as debt obligations
of a foreign obligor for purposes of the interest equalization tax.
(ii) Maturity not exceeding 15 years. The date the debt obligation is issued or treated as
issued is not included in the 15 year computation, but the date of maturity of the debt,
obligation is included in such computation.
(iii) Purchased by one or more underwriters. For purposes of this paragraph, the debt
obligation when originally issued will not be treated as purchased by one or more underwriters
unless the underwriter purchases the debt obligation for his own account and bears the risk of
gain or loss on resale. Thus, for example, a debt obligation, when originally issued, will not be
treated as purchased by one or more underwriters if the underwriter acts only in the capacity of
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an agent of the issuer. Neither will a debt obligation, when originally issued, be treated as
purchased by one or more underwriters if the agreement between the underwriter and issuer is
merely for a “best efforts” underwriting, for the purchase by the underwriter of all or a portion
of the debt obligations remaining unsold at the expiration of a fixed period of time, or for any
other arrangement under the terms of which the debt obligations are not purchased by the
underwriter with a view to distribution through resale. The fact that an underwriter is related
to the issuer will not prevent the underwriter from meeting the requirements of this paragraph.
In determining whether a related underwriter meets the requirements of this paragraph
consideration shall be given to whether the purchase by the underwriter of the debt obligation
from the issuer for resale was effected by a transaction subject to conditions similar to those
which would have been imposed between independent persons.
(iv) With a view to distribution through resale.
(a) An underwriter who purchased a debt obligation shall be deemed to have
purchased it with a view to distribution through resale if the requirements of paragraph
(b)(6)(iv) (b) or (c) of this section are met.
(b) The requirements of this paragraph (b) is that—
(1) The debt obligation is registered, approved, or listed for trading on one or
more foreign securities exchanges or foreign established securities markets within 4
months after the date on which the underwriter purchases the debt obligation, or by
the date of the first interest payment on the debt obligation, whichever is later, or
(2) The debt obligation, or any substantial portion of the issue of which the
debt obligation is a part, is actually traded on one or more foreign securities markets on
or within 15 calendar days after the date on which the underwriter purchases the debt
obligation.
For purposes of this paragraph (b)(6)(iv), a foreign established securities market includes any
foreign over-the-counter market as reflected by the existence of an inter-dealer quotation
system for regularly disseminating to brokers and dealers quotations of obligations by identified
brokers or dealers, other than quotations prepared and distributed by a broker or dealer in the
regular course of his business and containing only quotations of such broker or dealer.
(c) The requirements of this paragraph (c) are that, except as provided in
paragraph (b)(6)(iv)(d) of this section, the underwriter is under no written or implied
restriction imposed by the issuer with respect to whom he may resell the debt obligation
and either—
(1) Within 30 calendar days after he purchased the debt obligation the
underwriter or underwriters either (i) sold it or (ii) sold at least 95 percent of the face
amount of the issue of which the debt obligation is a part, or
(2)(i) The debt obligation is evidenced by an instrument which, under the laws
of the jurisdiction in which it is issued, is either negotiable or transferable by
assignment (whether or not it is registered for trading), and (ii) it appears from all the
relevant facts and circumstances, including any written statements or assurances made
by the purchasing underwriter or underwriters, that such debt obligation was
purchased with a view to distribution through resale.
(d) The requirements of paragraph (b)(6)(iv)(c) of this paragraph may be met
whether or not the underwriter is restricted from reselling the debt obligations—
(1) To a United States person (as defined in section 7701(a)(30)) or
Reg. § 1.861-2(b)
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(2) To any particular person or persons pursuant to a restriction imposed by,
or required to be met in order to comply with, United States or foreign securities or
other law.
(v) Statement with return. Any taxpayer who is required to file a tax return and who
excludes from gross income interest of the type specified in this subparagraph must comply
with the requirements of paragraph (d) of this section.
(vi) Effect of termination of IET. If the interest equalization tax expires, the provisions
of section 861(a)(1)(G) and this subparagraph shall apply to interest paid on debt obligations
only with respect to which a section 4912(c) election was made.
(vii) Definition of term underwriter. For purposes of section 861(a)(1)(G) and this
paragraph, the term “underwriter” shall mean any underwriter as defined in section 4919(c)(1).
(c) Special rules.
(1) Proration of interest from a foreign corporation deriving major portion of its income
from a U.S. business. If, after applying the first sentence of paragraph (b)(3) of this section to
interest to which that paragraph applies, it is determined that the interest may not be treated as
income from sources without the United States, the amount of the interest from the foreign
corporation which at some time during the taxable year is engaged in trade or business in the
United States which is to be treated as income from sources within the United States shall be the
amount that bears the same ratio to such interest as the gross income of such foreign corporation
for the 3-year period ending with the close of its taxable year preceding its taxable year in which
such interest is paid or credited (or for such part of such period as the corporation has been in
existence) which was effectively connected with the conduct by such corporation of a trade or
business in the United States bears to its gross income from all sources for such period.
(2) Payors having no gross income for period preceding taxable year of payment. If the
resident alien individual, domestic corporation, or foreign corporation, as the case may be, paying
interest has no gross income from any source for the 3-year period (or part thereof) specified in
paragraph (b) (2) or (3) of this section, or paragraph (c)(1) of this section, the 20-percent test or the
50-percent test, or the apportionment formula, as the case may be, described in such paragraph
shall be applied solely with respect to the taxable year of the payor in which the interest is paid or
credited. This paragraph applies whether the lack of gross income for the 3-year period (or part
thereof) stems from the business inactivity of the payor, from the fact that the payor is a corporation
which is newly created or organized, or from any other cause.
(3) Transitional rule. For purposes of applying paragraph (b)(3) of this section, and
paragraph (c)(1) of this section, the gross income of the foreign corporation for any period before
the first taxable year beginning after December 31, 1966, which is from sources within the United
States (determined as provided by sections 861 through 863, and the regulations thereunder, as in
effect immediately before amendment by section 102 of the Foreign Investors Tax Act of 1966 (Pub.
L. 89-809, 80 Stat. 1541)) shall be treated as gross income for such period which is effectively
connected with the conduct of a trade or business in the United States by such foreign corporation.
(4) Gross income determinations. In making determinations under paragraph (b) (2) or (3)
of this section, or paragraph (c) (1) or (3) of this section—
(i) The gross income of a domestic corporation or a resident alien individual is to be
determined by excluding any items specifically excluded from gross income under Chapter 1 of
the Code, and
Reg. § 1.861-2(c)
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(ii) The gross income of a foreign corporation which is effectively connected with the
conduct of a trade or business in the United States is to be determined under section 882(b)(2)
and by excluding any items specifically excluded from gross income under Chapter 1 of the
Code, and
(iii) The gross income from all sources of a foreign corporation is to be determined
without regard to section 882(b) and without excluding any items otherwise specifically
excluded from gross income under Chapter 1 of the Code.
(d) Statement with return. Any taxpayer who is required to file a return and applies any
provision of this section to exclude an amount of interest from his gross income must file with his
return a statement setting forth the amount so excluded, the date of its receipt, the name and
address of the obligor of the interest, and, if known, the location of the records which substantiate
the amount of the exclusion. A statement from the obligor setting forth such information and
indicating the amount of interest to be treated as income from sources without the United States
may be used for this purpose. See sections 1.6012-1(b)(1)(i) and 1.6012-2(g)(1)(i).
(e) Effective date. Except as otherwise provided, this section applies with respect to taxable
years beginning after December 31, 1966. For corresponding rules applicable to taxable years
beginning before January 1, 1967, (see 26 CFR part 1 revised April 1, 1971). Paragraph (a)(7) of this
section is applicable to payments made after November 13, 1997.
[T.D. 7378, 40 FR 45429, Oct. 2, 1975; 40 FR 48508, Oct. 16, 1975, amended by T.D.
8257, 54 FR 31819, Aug. 2, 1989; T.D. 8735, 62 FR 53498-53502, Oct. 14, 1997.]
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Reg. § 1.861-3 (2005)
Dividends
(a) General.— (1) Dividends included in gross income. Gross income from sources within the
United States includes a dividend described in subparagraph (2), (3), (4), or (5) of this paragraph.
For purposes of subparagraphs (2), (3), and (4) of this paragraph, the term “dividend” shall have the
same meaning as set forth in section 316 and the regulations thereunder. See subparagraph (5) of
this paragraph for special rules with respect to certain dividends from a DISC or former DISC. [Ed.:
Subparagraph (5) omitted.] See also paragraph (a)(6) of this section for special rules concerning
substitute dividend payments received pursuant to a securities lending transaction.
(2) [Reserved]. For further guidance, see § 1.861- 3T(a)(2).
(3) Dividend from a foreign corporation.—
(i) In general.
(a) A dividend described in this subparagraph is a dividend from a foreign
corporation (other than a dividend to which subparagraph (4) of this paragraph applies)
unless less than 50 percent of the gross income from all sources of such foreign corporation
for the 3-year period ending with the close of its taxable year preceding the taxable year in
which occurs the declaration of such dividend (or for such part of such period as the
corporation has been in existence) was effectively connected with the conduct by such
corporation of a trade or business in the United States, as determined under section 864(c)
and § 1.864-3. Thus, no portion of a dividend from a foreign corporation shall be treated as
income from sources within the United States under section 861(a)(2)(B) if less than 50
percent of the gross income of such foreign corporation from all sources for such 3-year
period (or part thereof) was effectively connected with the conduct by such corporation of
a trade or business in the United States or if such foreign corporation had gross income for
such 3-year period (or part thereof) but none was effectively connected with the conduct by
such corporation of a trade or business in the United States.
(b) If 50 percent or more of the gross income from all sources of such foreign
corporation for such 3-year period (or part thereof) was effectively connected with the
conduct by such corporation of a trade or business in the United States, the amount of the
dividend which is to be treated as income from sources within the United States under
section 861(a)(2)(B) shall be the amount that bears the same ratio to such dividend as the
gross income of such foreign corporation for such 3-year period (or part thereof) which was
effectively connected with the conduct by such corporation of a trade or business in the
United States bears to its gross income from all sources for such period.
(c) For purposes of this subdivision (i), the gross income which is effectively connected with the conduct of a trade or business in the United States includes the gross
income which, pursuant to section 882 (d) or (e), is treated as income which is effectively
connected with the conduct of a trade or business in the United States.
(ii) Rule applicable in applying limitation on amount of foreign tax credit. For purposes
of determining under section 904 the limitation upon the amount of the foreign tax credit—
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(a) So much of a dividend from a foreign corporation as exceeds (and only to the
extent it so exceeds) the amount which is 100/85ths of the amount of the deduction
allowable under section 245(a) in respect of such dividend, plus
(b) An amount which bears the same proportion to any section 78 dividend to
which the dividend from the foreign corporation gives rise as the amount of the excess
determined under (a) of this subdivision bears to the total amount of the dividend from the
foreign corporation,
shall, notwithstanding subdivision (i) of this subparagraph, be treated as income from sources
without the United States. This subdivision applies to a dividend for which no dividends-received deduction is allowed under section 245 or for which the 85 percent dividends-received
deduction is allowed under section 245(a) but does not apply to a dividend for which a
deduction is allowable under section 245(b). All of a dividend for which the 100 percent
dividends-received deduction is allowed under section 245(b) shall be treated as income from
sources within the United States for purposes of determining under section 904 the limitation
upon the amount of the foreign tax credit. If the amount of a distribution of property other than
money (constituting a dividend under section 316) is determined by applying section
301(b)(1)(C), such amount must be used as the dividend for purposes of applying (a) of this
subdivision even though the amount used for purposes of section 245(a) is determined by
applying section 301(b)(1)(D). In making determinations under this subdivision, a dividend
(other than a section 78 dividend referred to in (b) of this subdivision) shall be determined
without regard to section 78.
(iii) Illustrations. The application of this subparagraph may be illustrated by the
following examples:

Example (1). D, a domestic corporation, owns 80 percent of the outstanding stock of M, a
foreign manufacturing corporation. M, which makes its returns on the basis of the calendar
year, has earnings and profits of $200,000 for 1971 and 60 percent of its gross income for that
year is effectively connected for 1971 with the conduct of a trade or business in the United
States. For an uninterrupted period of 36 months ending on December 31, 1970, M has been
engaged in trade or business in the United States and has received gross income effectively
connected with the conduct of a trade or business in the United States amounting to 60 percent
of its gross income from all sources for such period. The only distribution by M to D for 1971 is
a cash dividend of $100,000; of this amount, $60,000 ($100,000 × 60%) is treated under
subdivision (i) of this subparagraph as income from sources within the United States, and
$40,000 ($100,000-$60,000) is treated under § 1.862-1(a)(2) as income from sources without
the United States. Accordingly, under section 245(a), D is entitled to a dividends-received
deduction of $51,000 ($60,000 × 85%), and under subdivision (ii) of this subparagraph
$40,000 ($100,000-[$51,000 × 100/85]) is treated as income from sources without the United
States for purposes of determining under section 904(a) (1) or (2) the limitation upon the
amount of the foreign tax credit.
Example (2). (a) The facts are the same as in example (1) except that the distribution for 1971
consists of property which has a fair market value of $100,000 and an adjusted basis of $30,000
in M’s hands immediately before the distribution. The amount of the dividend under section
316 is $58,000, determined by applying section 301(b)(1)(C) as follows:
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Portion of adjusted basis of property attributable to gross income of M effectively
connected for 1971 with conduct of trade or business in United States
($30,000 × 60%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18,000
Portion of fair market value of property attributable to gross income of M not
effectively connected for 1971 with conduct of trade or business in United States
($100,000 × 40%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
———————Total dividend . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $58,000
(b) Of the total dividend, $34,800 ($58,000 × 60% (percentage applicable to 3-year
period)) is treated under subdivision (i) of this subparagraph as income from sources within the
United States, and $23,200 ($58,000 × 40%) is treated under § 1.862-1(a)(2) as income from
sources without the United States. However, by reason of section 245(c) the adjusted basis of
the property ($30,000) is used under section 245(a) in determining the dividends-received
deduction. Thus, under section 245(a), D is entitled to a dividends-received deduction of
$15,300 ($30,000 × 60% × 85%).
(c) Under subdivision (ii) of this subparagraph, the amount of the dividend for purposes of
applying (a) of that subdivision is the amount ($58,000) determined by applying section
301(b)(1)(C) rather than the amount ($30,000) determined by applying section 301(b)(1)(B).
Accordingly, under subdivision (ii) of this subparagraph $40,000 ($58,000-[$15,300 × 100/
85]) is treated as income from sources without the United States for purposes of determining
under section 904(a) (1) or (2) the limitation upon the amount of the foreign tax credit.

Example (3). (a) D, a domestic corporation which makes its returns on the basis of the calendar
year, owns 100 percent of the outstanding stock of N, a foreign corporation which is not a less
developed country corporation under section 902(d). N, which makes its returns on the basis of
the calendar year, has total gross income for 1971 of $100,000, of which $80,000 (including
$60,000 from sources within foreign country X) is effectively connected for that year with the
conduct of a trade or business in the United States. For 1971 N is assumed to have paid $27,000
of income taxes to country X and to have accumulated profits of $81,000 for purposes of section
902(c)(1)(A). N’s accumulated profits in excess of foreign income taxes amount to $54,000.
For 1971 D receives a cash dividend of $42,000 from N, which is D’s only income for that year.
(b) For 1971 D chooses the benefits of the foreign tax credit under section 901, and as a
result is required under section 78 to include in gross income an amount equal to the foreign
income taxes of $21,000 ($27,000 × $42,000/$54,000) it is deemed to have paid under section
902(a)(1). Thus, assuming no other deductions for the taxable year, D has gross income of
$63,000 ($42,000+$21,000) for 1971 less a dividends-received deduction under section 245(a)
of $28,560 ([$42,000 × $80,000/$100,000] × 85%), or taxable income for 1971 of $34,440.
(c) Under subdivision (ii) of this subparagraph, for purposes of determining under section
904(a) (1) or (2) the limitation upon the amount of the foreign tax credit, $12,600 is treated as
income from sources without the United States, determined as follows:
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Excess of dividend from N over amount which is 100/85ths of amount of sec. 245(a)
deduction ($42,000 – [$28,560 ×100/85]) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $8,400
Proportionate part of sec. 78 dividend
($21,000 × $8,400/$42,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200
——————Taxable income from sources without the United States . . . . . . . . . . . . . . . . . . . . . . 12,600

Example (4). A, an individual citizen of the United States who makes his return on the
basis of the calendar year, receives in 1971 a cash dividend of $10,000 from M, a foreign
corporation, which makes its return on the basis of the calendar year. For the 3-year period
ending with 1970 M has been engaged in trade or business in the United States and has
received gross income effectively connected with the conduct of a trade or business in the
United States amounting to 80 percent of its gross income from all sources for such period. Of
the total dividend, $8,000 ($10,000 × 80%) is treated under subdivision (i) of this
subparagraph as income from sources within the United States and $2,000 ($10,000-$8,000) is
treated under § 1.862-1(a)(2) as income from sources without the United States. Since under
section 245 no dividends received-deduction is allowable to an individual, A is entitled under
subdivision (ii) of this subparagraph to treat the entire dividend of $10,000 ($10,000-[$0 ×
100/85]) as income from sources without the United States for purposes of determining under
section 904(a) (1) or (2) the limitation upon the amount of the foreign tax credit.
(4) Dividend from a foreign corporation succeeding to earnings of a domestic corporation.
A dividend described in this subparagraph is a dividend from a foreign corporation, if such dividend
is received by a corporation after December 31, 1959, but only to the extent that such dividend is
treated by such recipient corporation under the provisions of § 1.243-3 as a dividend from a
domestic corporation subject to taxation under Chapter 1 of the Code. To the extent that this
subparagraph applies to a dividend received from a foreign corporation, subparagraph (3) of this
paragraph shall not apply to such dividend.
(5) Certain dividends from a DISC or former DISC— [Ed.: Omitted.]
(6) Substitute dividend payments. A substitute dividend payment is a payment, made to the
transferor of a security in a securities lending transaction or a sale-repurchase transaction, of an
amount equivalent to a dividend distribution which the owner of the transferred security is entitled
to receive during the term of the transaction. A securities lending transaction is a transfer of one or
more securities that is described in section 1058(a) or a substantially similar transaction. A salerepurchase transaction is an agreement under which a person transfers a security in exchange for
cash and simultaneously agrees to receive substantially identical securities from the transferee in
the future in exchange for cash. A substitute dividend payment shall be sourced in the same manner
as the distributions with respect to the transferred security for purposes of this section and section
1.862-1. See also sections 1.864- 5(b)(2)(iii), 1.871-7(b)(2) and 1.881-2(b)(2) for the character of
such payments and section 1.894-1(c) for the application of tax treaties to these transactions.
(b) Special rules.
(1) Foreign corporation having no gross income for period preceding declaration of
dividend. If the foreign corporation has no gross income from any source for the 3-year period (or
part thereof) specified in paragraph (a)(3)(i) of this section, the 50-percent test, or the
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apportionment formula, as the case may be, described in such paragraph shall be applied solely with
respect to the taxable year of such corporation in which the declaration of the dividend occurs. This
subparagraph applies whether the lack of gross income for the 3-year period (or part thereof) stems
from the business inactivity of the foreign corporation, from the fact that such corporation is newly
created or organized, or from any other cause.
(2) Transitional rule. For purposes of applying paragraph (a)(3)(i) of this section, the gross
income of the foreign corporation for any period before the first taxable year beginning after
December 31, 1966, which is from sources within the United States (determined as provided by
sections 861 through 863, and the regulations thereunder, as in effect immediately before
amendment by section 102 of the Foreign Investors Tax Act of 1966 (Pub. L. 89-809, 80 Stat.
1541)) shall be treated as gross income for such period which is effectively connected with the
conduct of a trade or business within the United States by such foreign corporation.
(3) Gross income determinations. In making determinations under subparagraph (2) or (3)
of paragraph (a) of this section, or subparagraph (2) of this paragraph-(i) The gross income of a domestic corporation is to be determined by excluding any
items specifically excluded from gross income under Chapter 1 of the Code.
(ii) The gross income of a foreign corporation which is effectively connected with the
conduct of a trade or business in the United States is to be determined under section 882(b)(2)
and by excluding any items specifically excluded from gross income under Chapter 1 of the
Code, and
(iii) The gross income from all sources of a foreign corporation is to be determined
without regard to section 882(b) and without excluding any items otherwise specifically
excluded from gross income under Chapter 1 of the Code.
(c) Statement with return. Any taxpayer who is required to file a return and applies any
provision of this section to exclude any dividend from his gross income must file with his return a
statement setting forth the amount so excluded, the date of its receipt, the name and address of the
corporation paying the dividend, and, if known, the location of the records which substantiate the
amount of the exclusion. A statement from the paying corporation setting forth such information
and indicating the amount of the dividend to be treated as income from sources within the United
States may be used for this purpose. See sections 1.6012-1(b)(1)(i) and 1.6012-2 (g)(1)(i).
(d) Effective date. Except as otherwise provided in this paragraph this section applies with
respect to dividends received or accrued after December 31, 1966. Paragraph (a)(5) of this section
applies to certain dividends from a DISC or former DISC in taxable years ending after December 31,
1971. Paragraph (a)(6) of this section is applicable to payments made after November 13, 1997. For
purposes of paragraph (a)(5) of this section, any reference to a distribution taxable as a dividend
under section 995(b)(1)(F) (ii) and (iii) for taxable years beginning after December 31, 1975, shall
also constitute a reference to any distribution taxable as a dividend under section 995(b)(1)(F) (ii)
and (iii) for taxable years beginning after November 30, 1975, but before January 1, 1976. For
corresponding rules applicable with respect to dividends received or accrued before January 1, 1967,
see 26 CFR 1.861-3 (Revised as of January 1, 1972).
[T.D. 6500, 25 FR 11910, Nov. 26, 1960, amended by T.D. 6830, 30 FR 8046, June 23,

1965; T.D. 7378, 40 FR 45432, Oct. 2, 1975; 40 FR 48508, Oct. 16, 1975; T.D. 7472, 42 FR
Reg. § 1.861-3(d)
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12179, Mar. 3, 1977; T.D. 7591, 44 FR 5116, Jan. 25, 1979; T.D. 7854, 47 FR 51738, Nov.
17, 1982; T.D. 8735, 62 FR 53498-53502, Oct. 14, 1997; amended by T.D. 9194, 70 FR
18919-18948, Apr. 11, 2005.]
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Reg. § 1.861-3T (2005)
Dividends
(a)(1) [Reserved]. For further guidance, see § 1.861- 3(a)(1).
(2) Dividend from a domestic corporation. A dividend described in this paragraph (a)(2) is
a dividend from a domestic corporation other than a corporation which has an election in effect
under section 936. See paragraph (a)(5) of this section for the treatment of certain dividends from a
DISC or former DISC.
(a)(3) through (c) [Reserved]. For further guidance, see § 1.861-3(a)(3) through (c).
(d) Effective date. This section shall apply for taxable years ending after October 22, 2004.
[Added by T.D. 9194, 70 FR 18919-18948, Apr. 11, 2005.]
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Reg. § 1.861-4 (2005)
Compensation for Labor or Personal Services
(a) Compensation for labor or personal services performed wholly within the United States.
(1) Generally, compensation for labor or personal services, including fees, commissions,
fringe benefits, and similar items, performed wholly within the United States is gross income from
sources within the United States. Gross income from sources within the United States includes
compensation for labor or personal services performed in the United States irrespective of the
residence of the payer, the place in which the contract for service was made, or the place or time of
payment; except that such compensation shall be deemed not to be income from sources within the
United States, if—
(i) The labor or services are performed by a nonresident alien individual temporarily
present in the United States for a period or periods not exceeding a total of 90 days during his
taxable year,
(ii) The compensation for such labor or services does not exceed in the aggregate a
gross amount of $3,000, and
(iii) The compensation is for labor or services performed as an employee of, or under
any form of contract with—
(a) A nonresident alien individual, foreign partnership, or foreign corporation, not
engaged in trade or business within the United States, or
(b) An individual who is a citizen or resident of the United States, a domestic
partnership, or a domestic corporation, if such labor or services are performed for an office
or place of business maintained in a foreign country or in a possession of the United States
by such individual, partnership, or corporation.
(2) As a general rule, the term “day”, as used in subparagraph (1)(i) of this paragraph,
means a calendar day during any portion of which the nonresident alien individual is physically
present in the United States.
(3) Solely for purposes of applying this paragraph, the nonresident alien individual, foreign
partnership, or foreign corporation for which the nonresident alien individual is performing
personal services in the United States shall not be considered to be engaged in trade or business in
the United States by reason of the performance of such services by such individual.
(4) In determining for purposes of subparagraph (1)(ii) of this paragraph whether
compensation received by the nonresident alien individual exceeds in the aggregate a gross amount
of $3,000, any amounts received by the individual from an employer as advances or
reimbursements for travel expenses incurred on behalf of the employer shall be omitted from the
compensation received by the individual, to the extent of expenses incurred, where he was required
to account and did account to his employer for such expenses and has met the tests for such
accounting provided in section 1.162-17 and paragraph (e)(4) of section 1.274-5. If advances or
reimbursements exceed such expenses, the amount of the excess shall be included as compensation
for personal services for purposes of such subparagraph. Pensions and retirement pay attributable to
labor or personal services performed in the United States are not to be taken into account for
purposes of subparagraph (1)(ii) of this paragraph. (5) For definition of the term “United States”,
when used in a geographical sense, see sections 638 and 7701(a)(9).
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(b) Compensation for labor or personal services performed partly within and partly without the
United States.
(1) Compensation for labor or personal services performed by persons other than
individuals.
(i) In general. In the case of compensation for labor or personal services performed
partly within and partly without the United States by a person other than an individual, the part
of that compensation that is attributable to the labor or personal services performed within the
United States, and that is therefore included in gross income as income from sources within the
United States, is determined on the basis that most correctly reflects the proper source of the
income under the facts and circumstances of the particular case. In many cases, the facts and
circumstances will be such that an apportionment on the time basis, as defined in paragraph
(b)(2)(ii)(E) of this section, will be acceptable.
(ii) Example. The application of paragraph (b)(1)(i) is illustrated by the following
example.

Example. Corp X, a domestic corporation, receives compensation of $150,000 under a
contract for services to be performed concurrently in the United States and in several foreign
countries by numerous Corp X employees. Each Corp X employee performing services under
this contract performs his or her services exclusively in one jurisdiction. Although the number
of employees (and hours spent by employees) performing services under the contract within
the United States equals the number of employees (and hours spent by employees) performing
services under the contract without the United States, the compensation paid to employees
performing services under the contract within the United States is higher because of the more
sophisticated nature of the services performed by the employees within the United States.
Accordingly, the payroll cost for employees performing services under the contract within the
United States is $20,000 out of a total contract payroll cost of $30,000. Under these facts and
circumstances, a determination based upon relative payroll costs would be the basis that most
correctly reflects the proper source of the income received under the contract. Thus, of the
$150,000 of compensation included in Corp X’s gross income, $100,000 ($150,000 ×
$20,000/$30,000) is attributable to the labor or personal services performed within the United
States and $50,000 ($150,000 × $10,000/$30,000) is attributable to the labor or personal
services performed without the United States.
(2) Compensation for labor or personal services performed by an individual.
(i) In general. Except as provided in paragraph (b)(2)(ii) of this section, in the case of
compensation for labor or personal services performed partly within and partly without the
United States by an individual, the part of such compensation that is attributable to the labor or
personal services performed within the United States, and that is therefore included in gross
income as income from sources within the United States, is determined on the basis that most
correctly reflects the proper source of that income under the facts and circumstances of the
particular case. In many cases, the facts and circumstances will be such that an apportionment
on a time basis, as defined in paragraph (b)(2)(ii)(E) of this section, will be acceptable.
(ii) Employee compensation—
(A) In general. Except as provided in paragraph (b)(2)(ii)(B) or (C) of this section,
in the case of compensation for labor or personal services performed partly within and
Reg. § 1.861-4(b)
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partly without the United States by an individual as an employee, the part of such
compensation that is attributable to the labor or personal services performed within the
United States, and that is therefore included in gross income as income from sources
within the United States, is determined on a time basis, as defined in paragraph
(b)(2)(ii)(E) of this section.
(B) Certain fringe benefits sourced on a geographical basis. Except as provided in
paragraph (b)(2)(ii)(C) of this section, items of compensation of an individual as an
employee for labor or personal services performed partly within and partly without the
United States that are described in paragraphs (b)(2)(ii)(D)(1) through (6) of this section
are sourced on a geographical basis in accordance with those paragraphs.
(C) Exceptions and special rules—
(1) Alternative basis—
(i) Individual as an employee generally. An individual may determine the
source of his or her compensation as an employee for labor or personal services
performed partly within and partly without the United States under an alternative
basis if the individual establishes to the satisfaction of the Commissioner that,
under the facts and circumstances of the particular case, the alternative basis more
properly determines the source of the compensation than a basis described in
paragraph (b)(2)(ii)(A) or (B), whichever is applicable, of this section. An
individual that uses an alternative basis must retain in his or her records documentation setting forth why the alternative basis more properly determines the source
of the compensation. In addition, the individual must provide the information
related to the alternative basis required by applicable Federal tax forms and
accompanying instructions.
(ii) Determination by Commissioner. The Commissioner may, under the
facts and circumstances of the particular case, determine the source of
compensation that is received by an individual as an employee for labor or personal
services performed partly within and partly without the United States under an
alternative basis other than a basis described in paragraph (b)(2)(ii)(A) or (B) of
this section if such compensation either is not for a specific time period or
constitutes in substance a fringe benefit described in paragraph (b)(2)(ii)(D) of
this section notwithstanding a failure to meet any requirement of paragraph
(b)(2)(ii)(D) of this section. The Commissioner may make this determination only
if such alternative basis determines the source of compensation in a more
reasonable manner than the basis used by the individual pursuant to paragraph
(b)(2)(ii)(A) or (B) of this section.
(2) Ruling or other administrative pronouncement with respect to groups of
taxpayers. The Commissioner may, by ruling or other administrative pronouncement
applying to similarly situated taxpayers generally, permit individuals to determine the
source of their compensation as an employee for labor or personal services performed
partly within and partly without the United States under an alternative basis. Any such
individual shall be treated as having met the requirement to establish such alternative
basis to the satisfaction of the Commissioner under the facts and circumstances of the
particular case, provided that the individual meets the other requirements of paragraph
(b)(2)(ii)(C)(1)(i) of this section. The Commissioner also may, by ruling or other
administrative pronouncement, indicate the circumstances in which he will require
Reg. § 1.861-4(b)
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individuals to determine the source of certain compensation as an employee for labor
or personal services performed partly within and partly without the United States
under an alternative basis pursuant to the authority under paragraph
(b)(2)(ii)(C)(1)(ii) of this section.
(3) Artists and athletes. [Reserved.]
(D) Fringe benefits sourced on a geographical basis. Except as provided in
paragraph (b)(2)(ii)(C) of this section, compensation of an individual as an employee for
labor or personal services performed partly within and partly without the United States in
the form of the following fringe benefits is sourced on a geographical basis as indicated in
this paragraph (b)(2)(ii)(D). The amount of the compensation in the form of the fringe
benefit must be reasonable, and the individual must substantiate such amounts by adequate
records or by sufficient evidence under rules similar to those set forth in § 1.274-5T(c) or
(h) or § 1.132-5. For purposes of this paragraph (b)(2)(ii)(D), the term principal place of
work has the same meaning that it has for purposes of section 217 and § 1.217-2(c)(3).
(1) Housing fringe benefit. The source of compensation in the form of a
housing fringe benefit is determined based on the location of the individual’s principal
place of work. For purposes of this paragraph (b)(2)(ii)(D)(1), a housing fringe benefit
includes payments to or on behalf of an individual (and the individual’s family if the
family resides with the individual) only for rent, utilities (other than telephone
charges), real and personal property insurance, occupancy taxes not deductible under
section 164 or 216(a), nonrefundable fees paid for securing a leasehold, rental of
furniture and accessories, household repairs, residential parking, and the fair rental
value of housing provided in kind by the individual’s employer. A housing fringe
benefit does not include payments for expenses or items set forth in § 1.911- 4(b)(2).
(2) Education fringe benefit. The source of compensation in the form of an
education fringe benefit for the education expenses of the individual’s dependents is
determined based on the location of the individual’s principal place of work. For
purposes of this paragraph (b)(2)(ii)(D)(2), an education fringe benefit includes
payments only for qualified tuition and expenses of the type described in section
530(b)(4)(A)(i) (regardless of whether incurred in connection with enrollment or
attendance at a school) and expenditures for room and board and uniforms as
described in section 530(b)(4)(A)(ii) with respect to education at an elementary or
secondary educational institution.
(3) Local transportation fringe benefit. The source of compensation in the
form of a local transportation fringe benefit is determined based on the location of the
individual’s principal place of work. For purposes of this paragraph (b)(2)(ii)(D)(3), an
individual’s local transportation fringe benefit is the amount that the individual
receives as compensation for local transportation of the individual or the individual’s
spouse or dependents at the location of the individual’s principal place of work. The
amount treated as a local transportation fringe benefit is limited to the actual expenses
incurred for local transportation and the fair rental value of any vehicle provided by the
employer and used predominantly by the individual or the individual’s spouse or
dependents for local transportation. For this purpose, actual expenses incurred for
local transportation do not include the cost (including interest) of the purchase by the
individual, or on behalf of the individual, of an automobile or other vehicle.
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(4) Tax reimbursement fringe benefit. The source of compensation in the form
of a foreign tax reimbursement fringe benefit is determined based on the location of
the jurisdiction that imposed the tax for which the individual is reimbursed.
(5) Hazardous or hardship duty pay fringe benefit. The source of
compensation in the form of a hazardous or hardship duty pay fringe benefit is
determined based on the location of the hazardous or hardship duty zone for which the
hazardous or hardship duty pay fringe benefit is paid. For purposes of this paragraph
(b)(2)(ii)(D)(5), a hazardous or hardship duty zone is any place in a foreign country
which is either designated by the Secretary of State as a place where living conditions
are extraordinarily difficult, notably unhealthy, or where excessive physical hardships
exist, and for which a post differential of 15 percent or more would be provided under
section 5925(b) of Title 5 of the U.S. Code to any officer or employee of the U.S.
Government present at that place, or where a civil insurrection, civil war, terrorism, or
wartime conditions threatens physical harm or imminent danger to the health and
well-being of the individual. Compensation provided an employee during the period
that the employee performs labor or personal services in a hazardous or hardship duty
zone may be treated as a hazardous or hardship duty pay fringe benefit only if the
employer provides the hazardous or hardship duty pay fringe benefit only to employees
performing labor or personal services in a hazardous or hardship duty zone. The
amount of compensation treated as a hazardous or hardship duty pay fringe benefit
may not exceed the maximum amount that the U. S. government would allow its
officers or employees present at that location.
(6) Moving expense reimbursement fringe benefit. Except as otherwise
provided in this paragraph (b)(2)(ii)(D)(6), the source of compensation in the form of
a moving expense reimbursement is determined based on the location of the
employee’s new principal place of work. The source of such compensation is
determined based on the location of the employee’s former principal place of work,
however, if the individual provides sufficient evidence that such determination of
source is more appropriate under the facts and circumstances of the particular case.
For purposes of this paragraph (b)(2)(ii)(D)(6), sufficient evidence generally requires
an agreement, between the employer and the employee, or a written statement of
company policy, which is reduced to writing before the move and which is entered into
or established to induce the employee or employees to move to another country. Such
written statement or agreement must state that the employer will reimburse the
employee for moving expenses that the employee incurs to return to the employee’s
former principal place of work regardless of whether he or she continues to work for
the employer after returning to that location. The writing may contain certain
conditions upon which the right to reimbursement is determined as long as those
conditions set forth standards that are definitely ascertainable and can only be fulfilled
prior to, or through completion of, the employee’s return move to the employee’s
former principal place of work.
(E) Time basis. The amount of compensation for labor or personal services
performed within the United States determined on a time basis is the amount that bears
the same relation to the individual’s total compensation as the number of days of performance of the labor or personal services by the individual within the United States bears
to his or her total number of days of performance of labor or personal services. A unit of
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time less than a day may be appropriate for purposes of this calculation. The time period for
which the compensation for labor or personal services is made is presumed to be the
calendar year in which the labor or personal services are performed, unless the taxpayer
establishes to the satisfaction of the Commissioner, or the Commissioner determines, that
another distinct, separate, and continuous period of time is more appropriate. For example,
a transfer during a year from a position in the United States to a foreign posting that lasted
through the end of that year would generally establish two separate time periods within
that taxable year. The first of these time periods would be the portion of the year preceding
the start of the foreign posting, and the second of these time periods would be the portion
of the year following the start of the foreign posting. However, in the case of a foreign
posting that requires short-term returns to the United States to perform services for the
employer, such short-term returns would not be sufficient to establish distinct, separate,
and continuous time periods within the foreign posting time period but would be relevant
to the allocation of compensation relating to the overall time period. In each case, the
source of the compensation on a time basis is based upon the number of days (or unit of
time less than a day, if appropriate) in that separate time period.
(F) Multi-year compensation arrangements. The source of multi-year
compensation is determined generally on a time basis, as defined in paragraph (b)(2)(ii)(E)
of this section, over the period to which such compensation is attributable. For purposes of
this paragraph (b)(2)(ii)(F), multi-year compensation means compensation that is included
in the income of an individual in one taxable year but that is attributable to a period that
includes two or more taxable years. The determination of the period to which such
compensation is attributable, for purposes of determining its source, is based upon the facts
and circumstances of the particular case. For example, an amount of compensation that
specifically relates to a period of time that includes several calendar years is attributable to
the entirety of that multi-year period. The amount of such compensation that is treated as
from sources within the United States is the amount that bears the same relationship to the
total multi- year compensation as the number of days (or unit of time less than a day, if
appropriate) that labor or personal services were performed within the United States in
connection with the project bears to the total number of days (or unit of time less than a
day, if appropriate) that labor or personal services were performed in connection with the
project. In the case of stock options, the facts and circumstances generally will be such that
the applicable period to which the compensation is attributable is the period between the
grant of an option and the date on which all employment-related conditions for its exercise
have been satisfied (the vesting of the option).
(G) Examples. The following examples illustrate the application of this paragraph
(b)(2)(ii):

Example 1. B, a nonresident alien individual, was employed by Corp M, a domestic
corporation, from March 1 to December 25 of the taxable year, a total of 300 days, for which B
received compensation in the amount of $80,000. Under B’s employment contract with Corp
M, B was subject to call at all times by Corp M and was in a payment status on a 7-day week
basis. Pursuant to that contract, B performed services (or was available to perform services)
within the United States for 180 days and performed services (or was available to perform
services) without the United States for 120 days. None of B’s $80,000 compensation was for
fringe benefits as identified in paragraph (b)(2)(ii)(D) of this section. B determined the amount
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of compensation that is attributable to his labor or personal services performed within the
United States on a time basis under paragraph (b)(2)(ii)(A) and (E) of this section. B did not
assert, pursuant to paragraph (b)(2)(ii)(C)(1)(i) of this section, that, under the particular facts
and circumstances, an alternative basis more properly determines the source of that
compensation than the time basis. Therefore, B must include in income from sources within
the United States $48,000 ($80,000 × 180/300) of his compensation from Corporation M.

Example 2. (i) Same facts as in Example 1 except that Corp M had a company-wide
arrangement with its employees, including B, that they would receive an education fringe
benefit, as described in paragraph (b)(2)(ii)(D)(2) of this section, while working in the United
States. During the taxable year, B incurred education expenses for his dependent daughter that
qualified for the education fringe benefit in the amount of $10,000, for which B received a
reimbursement from Corp M. B did not maintain adequate records or sufficient evidence of this
fringe benefit as required by paragraph (b)(2)(ii)(D) of this section. When B filed his Federal
income tax return for the taxable year, B did not apply paragraphs (b)(2)(ii)(B) and (D)(2) of
this section to treat the compensation in the form of the education fringe benefit as income
from sources within the United States, the location of his principal place of work during the
300-day period. Rather, B combined the $10,000 reimbursement with his base compensation of
$80,000 and applied the time basis of paragraph (b)(2)(ii)(A) of this section to determine the
source of his gross income.
(ii) On audit, B argues that because he failed to substantiate the education fringe benefit in
accordance with paragraph (b)(2)(ii)(D) of this section, his entire employment compensation
from Corp M is sourced on a time basis pursuant to paragraph (b)(2)(ii)(A) of this section. The
Commissioner, after reviewing Corp M’s fringe benefit arrangement, determines, pursuant to
paragraph (b)(2)(ii)(C)(1)(ii) of this section, that the $10,000 educational expense
reimbursement constitutes in substance a fringe benefit described in paragraph (b)(2)(ii)(D)(2)
of this section, notwithstanding a failure to meet all of the requirements of paragraph
(b)(2)(ii)(D) of this section, and that an alternative geographic source basis, under the facts and
circumstances of this particular case, is a more reasonable manner to determine the source of
the compensation than the time basis used by B.
Example 3. (i) A, a United States citizen, is employed by Corp N, a domestic corporation.
A’s principal place of work is in the United States. A earns an annual salary of $100,000. During
the first quarter of the calendar year (which is also A’s taxable year), A performed services
entirely within the United States. At the beginning of the second quarter of the calendar year, A
was transferred to Country X for the remainder of the year and received, in addition to her
annual salary, $30,000 in fringe benefits that are attributable to her new principal place of
work in Country X. Corp N paid these fringe benefits separately from A’s annual salary. Corp N
supplied A with a statement detailing that $25,000 of the fringe benefit was paid for housing, as
defined in paragraph (b)(2)(ii)(D)(1) of this section, and $5,000 of the fringe benefit was paid
for local transportation, as defined in paragraph (b)(2)(ii)(D)(3) of this section. None of the
local transportation fringe benefit is excluded from the employee’s gross income as a qualified
transportation fringe benefit under section 132(a)(5). Under A’s employment contract, A was
required to work on a 5-day week basis, Monday through Friday. During the last three quarters
of the year, A performed services 30 days in the United States and 150 days in Country X and
other foreign countries.
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(ii) A determined the source of all of her compensation from Corp N pursuant to
paragraphs (b)(2)(ii)(A), (B), and (D)(1) and (3) of this section. A did not assert, pursuant to
paragraph (b)(2)(ii)(C)(1)(i) of this section, that, under the particular facts and circumstances,
an alternative basis more properly determines the source of that compensation than the bases
set forth in paragraphs (b)(2)(ii)(A), (B), and (D)(1) and (3) of this section. However, in
applying the time basis set forth in paragraph (b)(2)(ii)(E) of this section, A establishes to the
satisfaction of the Commissioner that the first quarter of the calendar year and the last three
quarters of the calendar year are two separate, distinct, and continuous periods of time.
Accordingly, $25,000 of A’s annual salary is attributable to the first quarter of the year (25
percent of $100,000). This amount is entirely compensation that was attributable to the labor
or personal services performed within the United States and is, therefore, included in gross
income as income from sources within the United States. The balance of A’s compensation as
an employee of Corp N, $105,000 (which includes the $30,000 in fringe benefits that are
attributable to the location of A’s principal place of work in Country X), is compensation
attributable to the final three quarters of her taxable year. During those three quarters, A’s
periodic performance of services in the United States does not result in distinct, separate, and
continuous periods of time. Of the $75,000 paid for annual salary, $12,500 (30/180 × $75,000)
is compensation that was attributable to the labor or personal services performed within the
United States and $62,500 (150/180 × $75,000) is compensation that was attributable to the
labor or personal services performed outside the United States. Pursuant to paragraphs
(b)(2)(ii)(B) and (D)(1) and (3) of this section, A sourced the $25,000 received for the housing
fringe benefit and the $5,000 received for the local transportation fringe benefit based on the
location of her principal place of work, Country X. Accordingly, A included the $30,000 in
fringe benefits in her gross income as income from sources without the United States.

Example 4. Same facts as in Example 3. Of the 150 days during which A performed services
in Country X and in other foreign countries (during the final three quarters of A’s taxable year),
she performed 30 days of those services in Country Y. Country Y is a country designated by the
Secretary of State as a place where living conditions are extremely difficult, notably unhealthy,
or where excessive physical hardships exist and for which a post differential of 15 percent or
more would be provided under section 5925(b) of Title 5 of the U.S. Code to any officer or
employee of the U.S. government present at that place. Corp N has a policy of paying its
employees a $65 premium per day for each day worked in countries so designated. The $65
premium per day does not exceed the maximum amount that the U. S. government would pay
its officers or employees stationed in Country Y. Because A performed services in Country Y for
30 days, she earned additional compensation of $1,950. The $1,950 is considered a hazardous
duty or hardship pay fringe benefit and is sourced under paragraphs (b)(2)(ii)(B) and (D)(5) of
this section based on the location of the hazardous or hardship duty zone, Country Y.
Accordingly, A included the amount of the hazardous duty or hardship pay fringe benefit
($1,950) in her gross income as income from sources without the United States.
Example 5. (i) During 2006 and 2007, Corp P, a domestic corporation, employed four
United States citizens, E, F, G, and H to work in its manufacturing plant in Country V. As part
of his or her compensation package, each employee arranged for local transportation unrelated
to Corp P’s business needs. None of the local transportation fringe benefit is excluded from the
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employee’s gross income as a qualified transportation fringe benefit under section 132(a)(5)
and (f).
(ii) Under the terms of the compensation package that E negotiated with Corp P, Corp P
permitted E to use an automobile owned by Corp P. In addition, Corp P agreed to reimburse E
for all expenses incurred by E in maintaining and operating the automobile, including gas and
parking. Provided that the local transportation fringe benefit meets the requirements of
paragraph (b)(2)(ii)(D)(3) of this section, E’s compensation with respect to the fair rental value
of the automobile and reimbursement for the expenses E incurred is sourced under paragraphs
(b)(2)(ii)(B) and (D)(3) of this section based on E’s principal place of work in Country V. Thus,
the local transportation fringe benefit will be included in E’s gross income as income from
sources without the United States.
(iii) Under the terms of the compensation package that F negotiated with Corp P, Corp P
let F use an automobile owned by Corp P. However, Corp P did not agree to reimburse F for any
expenses incurred by F in maintaining and operating the automobile. Provided that the local
transportation fringe benefit meets the requirements of paragraph (b)(2)(ii)(D)(3) of this
section, F’s compensation with respect to the fair rental value of the automobile is sourced
under paragraphs (b)(2)(ii)(B) and (D)(3) of this section based on F’s principal place of work in
Country V. Thus, the local transportation fringe benefit will be included in F’s gross income as
income from sources without the United States.
(iv) Under the terms of the compensation package that G negotiated with Corp P, Corp P
agreed to reimburse G for the purchase price of an automobile that G purchased in Country V.
Corp P did not agree to reimburse G for any expenses incurred by G in maintaining and
operating the automobile. Because the cost to purchase an automobile is not a local
transportation fringe benefit as defined in paragraph (b)(2)(ii)(D)(3) of this section, the source
of the compensation to G will be determined pursuant to paragraph (b)(2)(ii)(A) or (C) of this
section.
(v) Under the terms of the compensation package that H negotiated with Corp P, Corp P
agreed to reimburse H for the expenses that H incurred in maintaining and operating an
automobile, including gas and parking, which H purchased in Country V. Provided that the
local transportation fringe benefit meets the requirements of paragraph (b)(2)(ii)(D)(3) of this
section, H’s compensation with respect to the reimbursement for the expenses H incurred is
sourced under paragraphs (b)(2)(ii)(B) and (D)(3) of this section based on H’s principal place
of work in Country V. Thus, the local transportation fringe benefit will be included in H’s gross
income as income from sources without the United States.

Example 6. (i) On January 1, 2006, Company Q compensates employee J with a grant of
options to which section 421 does not apply that do not have a readily ascertainable fair market
value when granted. The stock options permit J to purchase 100 shares of Company Q stock for
$5 per share. The stock options do not become exercisable unless and until J performs services
for Company Q (or a related company) for 5 years. J works for Company Q for the 5 years
required by the stock option grant. In years 2006-08, J performs all of his services for Company
Q within the United States. In 2009, J performs 1/2 of his services for Company Q within the
United States and 1/2 of his services for Company Q without the United States. In year 2010, J
performs his services entirely without the United States. On December 31, 2012, J exercises the
options when the stock is worth $10 per share. J recognizes $500 in taxable compensation
(($10–$5) × 100) in 2012.
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(ii) Under the facts and circumstances, the applicable period is the 5-year period between
the date of grant (January 1, 2006) and the date the stock options become exercisable
(December 31, 2010). On the date the stock options become exercisable, J performs all services
necessary to obtain the compensation from Company Q. Accordingly, the services performed
after the date the stock options become exercisable are not taken into account in sourcing the
compensation from the stock options. Therefore, pursuant to paragraph (b)(2)(ii)(A), since J
performs 3 1/2 years of services for Company Q within the United States and 1 1/2 years of
services for Company Q without the United States during the 5-year period, 7/10 of the $500 of
compensation (or $350) recognized in 2012 is income from sources within the United States
and the remaining 3/10 of the compensation (or $150) is income from sources without the
United States.
(c) Coastwise travel. Except as to income excluded by paragraph (a) of this section, wages
received for services rendered inside the territorial limits of the United States and wages of an alien
seaman earned on a coastwise vessel are to be regarded as from sources within the United States.
(d) Effective date. This section applies with respect to taxable years beginning after December
31, 1966. For corresponding rules applicable to taxable years beginning before January 1, 1967, see
26 CFR 1.861-4 (Revised as of January 1, 1972). Paragraph (b) and the first sentence of
paragraph(a)(1) of this section apply to taxable years beginning on or after July 14, 2005.
[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR 14021, Dec. 31, 1960, as amended by T.D.
7378, 40 FR 45433, Oct. 2, 1975; 40 FR 48508, Oct. 16, 1975; amended by T.D. 9212, 70
FR 40663-40669, July 14, 2005.]
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Reg. § 1.861-5 (1975)
Rentals and Royalties
Gross income from sources within the United States includes rentals or royalties from property
located in the United States or from any interest in such property, including rentals or royalties for
the use of, or for the privilege of using, in the United States, patents, copyrights, secret processes
and formulas, good will, trademarks, trade brands, franchises, and other like property. The income
arising from the rental of property, whether tangible or intangible, located within the United States,
or from the use of property, whether tangible or intangible, within the United States, is from
sources within the United States. For taxable years beginning after December 31, 1966, gains
described in section 871(a)(1)(D) and section 881(a)(4) from the sale or exchange after October 4,
1966, of patents, copyrights, and other like property shall be treated, as provided in section
871(e)(2), as rentals or royalties for the use of, or privilege of using, property or an interest in
property. See paragraph (e) of § 1.871-11.
[T.D. 7378, 40 FR 45434, Oct. 2, 1975]
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§ 1.861-6 (1957)
Sale of Real Property
Gross income from sources within the United States includes gain, computed under the
provisions of section 1001 and the regulations thereunder, derived from the sale or other disposition
of real property located in the United States. For the treatment of capital gains and losses, see Subchapter P (section 1201 and following), Chapter 1 of the Code, and the regulations thereunder.
[T.D. 6258, Oct. 23, 1957.]
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Reg. § 1.861-7 (1957)
Sale of Personal Property
(a) General.— Gains, profits, and income derived from the purchase and sale of personal property shall be treated as derived entirely from the country in which the property is sold. Thus, gross
income from sources within the United States includes gains, profits, and income derived from the
purchase of personal property without the United States and its sale within the United States.
(b) Purchase Within a Possession.— Notwithstanding paragraph (a) of this section, income
derived from the purchase of personal property within a possession of the United States and its sale
within the United States shall be treated as derived partly from sources within and partly from
sources without the United States. See section 863(b)(3) and § 1.863-2.
(c) Country in Which Sold.— For the purposes of Part I (section 861 and following),
Subchapter N, Chapter 1 of the Code, and the regulations thereunder, a sale of personal property is
consummated at the time when, and the place where, the rights, title, and interest of the seller in
the property are transferred to the buyer. Where bare legal title is retained by the seller, the sale
shall be deemed to have occurred at the time and place of passage to the buyer of beneficial
ownership and the risk of loss. However, in any case in which the sales transaction is arranged in a
particular manner for the primary purpose of tax avoidance, the foregoing rules will not be applied.
In such cases, all factors of the transaction, such as negotiations, the execution of the agreement,
the location of the property, and the place of payment, will be considered, and the sale will be
treated as having been consummated at the place where the substance of the sale occurred.
(d) Production and Sale.— For provisions respecting the source of income derived from the sale
of personal property produced by the taxpayer, see section 863(b)(2) and paragraphs (b) of §§
1.863-1 and 1.863-2.
(e) Section 306 Stock.— For determining the source of gain on the disposition of section 306
stock, see section 306(f) and the regulations thereunder.
[T.D. 6258, Oct. 23, 1957.]
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